We investigate firms' going-private decisions in response to the passage of the SarbanesOxley Act of 2002 (SOX). The Act has the potential to bring both benefits, in terms of more transparent disclosure and improvement in corporate governance, and costs, in terms of complying with the new regulation. We argue that firms go private in response to SOX only if the SOX-imposed costs to the firm exceed the SOX-induced benefits to shareholders, and this difference swamps the net benefit of being a public firm prior to the passage of SOX. By examining a sample of all going-private firms from 1998 to 2004, we find: (1) the quarterly frequency of going private has modestly increased after the passage of SOX;
Introduction
The 2002 enactment of the Sarbanes-Oxley Act (hereafter, SOX) marked a significant milestone for corporate governance in the U.S. The Act, which was the legislative response to a series of high-profile financial scandals, was intended to rebuild investors' confidence in the capital markets. 1
Like all regulation, however, SOX has the potential to bring both costs and benefits. The period since the Act's passage has seen a vigorous debate over the law's merits. SOX proponents have asserted that increased disclosure requirements and stiffer penalties for corporate malfeasance will lead to greater transparency, and thus generate gains for investors. Critics argue the costs of complying with SOX -forty-eight percent of companies will spend at least $500,000 to comply in the first year, according to CFO Magazine (Nyberg (2003) ) -will dwarf the benefits for many smaller firms.
One concern regarding increases in the regulatory burden on public companies is that such regulation may deter firms from seeking financing in public equity markets. To the extent that some firms are then forced to fund their operations with higher-cost sources of capital, profitable investment projects will be foregone, reducing economic efficiency. This possibility is especially salient in light of recent findings by Bushee and Leuz (2003) . In their study of the 1999 expansion of SEC disclosure regulations for firms traded on over-the-counter bulletin boards, they find a striking willingness on the part of these small firms to evade securities regulation by selecting less liquid forms of organization. They report that nearly three-quarters of affected firms elected to leave the bulletin boards to trade on pink sheets or go private, rather than remain on the bulletin boards and comply with the new disclosure rules.
In this paper, we provide evidence on the effect of SOX on firms that are close to the public/private margin; that is, firms for which the net benefits of being public are relatively small. Specifically, we examine firms' going-private decisions, and ask how this choice was affected by SOX. 2 We pose three main questions regarding SOX and the going-private decision.
1 See http://www.aicpa.org/info/sarbanes oxley summary.htm for an overview of the provisions of SOX.
2 One could also explore the effect of SOX on the going-public decision, but such an analysis would be complicated by the fact that the IPO market is quite sensitive to overall economic conditions. (See Ritter (1998) .) Any pre/post-SOX differences in IPO activity are likely to reflect changes in the overall IPO market, rather than the going-private decisions. We highlight three main empirical findings. First, we find a modest but statistically significant increase in the rate at which firms go private in the post-SOX period compared to the pre-SOX period. Second, we find that abnormal returns around events that increased the likelihood of SOX passage were positively related to firm size and share turnover, suggesting that SOX compliance costs are more burdensome for smaller and less liquid firms.
Third, while factors that predict the decision to go private do not appear to have changed from the pre-SOX to post-SOX periods, the determinants of market reaction to going-private announcements did change. Specifically, smaller firms and firms with greater inside ownership see higher going-private announcement returns in the post-SOX period compared to the pre-SOX period. Further, the interaction among size, inside ownership and a post-SOX indicator variable is highly significant, suggesting that small firms with substantial inside ownership garner substantially higher premiums upon going private in the post-SOX period compared to the pre-SOX period.
We interpret our results as follows: First, it does appear that SOX compliance costs weighed more heavily on smaller firms. This assertion is supported by the facts that the rate of goingprivate transactions increases after SOX, that SOX announcement returns were positively related to firm size, and that going-private announcement returns for small firms increase after SOX. Second, the finding that going-private event responses were larger for firms with highly concentrated ownership structures suggests that SOX-induced benefits were smaller for these firms. Two mechanisms could explain this. It is possible that firms with large manager and director ownership interests were well governed even prior to SOX. Alternatively, recall that one important objective of SOX was to make insiders' shareholdings less liquid; if large inside ownership stakes were largely illiquid even prior to SOX, then the benefits of the law may have been relatively muted for these firms.
Our analysis adds to the disclosure literature in two ways. First, our study is among the first to document how firms respond to increased compliance costs associated with new disclosure regulation. To date, the large literature in accounting on disclosure has focused primarily on other costs (including agency costs and proprietary costs -see Verrecchia (2001) ) of disclosure rules. Second, our findings complement Bushee and Leuz (2003) by offering another setting in which firms may choose to evade disclosure regulation by selecting a less liquid form of corporate organization. While they report that nearly three-fourths of eligible firms elect to switch to pink sheets or go private rather than adopt more stringent disclosure rules and remain traded on bulletin boards, we report only a modest increase in the rate at which firms go private in response to SOX. That our study yields a smaller effect on this dimension is not surprisingtheir analysis features a more substantial change in the disclosure regime. However, comparing the magnitudes of the effects is instructive, in that it provides a way to assess the sensitivity of firms' willingness to adopt less-liquid organizational forms to the nature of the change in disclosure regime.
The remainder of the paper proceeds as follows: In Section 2, we discuss the provisions of SOX in some detail, describe how these provisions may lead to both benefits and costs for public companies, and explain why SOX may shift firms across the public/private margin. We describe our data set in Section 3, and present our main empirical analyses in Section 4. Section 5 concludes.
SOX and the Public/Private Margin

The Sarbanes-Oxley Act of 2002
On July 30, 2002, President Bush signed the Public Accounting Reform and Investor Protection Act (the Sarbanes-Oxley Act) into law. SOX mandates a series of changes in corporate financial reporting and corporate governance for public companies. SOX was passed in response to several high-profile financial scandals in corporate America, which resulted in billions of dollars of losses for investors.
We highlight five main provisions of the Act. First, SOX requires CEOs and CFOs to certify firms' financial reports, and demands more timely and extensive financial disclosures.
Companies must disclose transactions on a "rapid and current" basis and provide more detail regarding off-balance sheet transactions and special-purpose entities. Second, SOX requires all public companies to establish and maintain an internal control system for financial reporting, and requires management to evaluate the effectiveness of these systems in their annual reports.
In addition, external auditors of the company must attest to management's evaluation.
Third, SOX sets more stringent standards for audit committee membership. All members of the audit committee must be independent, and at least one of them should be a financial expert. Fourth, SOX affects the ability of corporate insiders to earn profits from trades of the firms' shares. CEOs and CFOs must disgorge bonuses and stock-sale profits during any twelve-month period following a financial report that is subsequently restated due to managerial misconduct. Further, executives must report insider trades within two days, rather than ten.
Finally, the Act defines some new criminal offenses and increases criminal penalties attached to existing offenses. New offenses are related to the destruction of documents with intent to obstruct justice. Executives who knowingly certify false financial reports are subject to a fine of $5 million, a 20-year prison term, or both. Criminal penalties are increased for mail fraud, violation of ERISA reporting and disclosure rules, and violation of the 1934 Securities Exchange Act of 1934. 3
Securities Regulation and the Public/Private Margin
Effects of Mandated Disclosure and Limits on Insider Trading
A large theoretical literature in accounting argues that firms can benefit by committing to certain types of disclosure prior to the realization of the information to be disclosed. Verrecchia (2001) refers to this as the "efficiency-based disclosure" literature, and outlines the standard reasoning. Entrepreneurs who commit their firms to disclose information will command higher per-share prices at an initial public offering. Investors will be willing to pay these higher share prices because disclosure mitigates certain costs that shareholders must pay subsequent to the IPO. Among these costs are those of adverse selection in capital markets and those due to agency. (See Healy and Palepu (2001) for a discussion of these costs.) Adverse selection arises 3 Coincident with the passage of SOX, the NYSE and NASDAQ also proposed changes in listing standards for member firms with the goal of improving corporate governance, particularly in the areas of board and shareholder monitoring. As highlighted above, the SOX requirements additionally emphasize the financial reporting process, including the roles of audit committees, independent auditors, and firms' internal control systems. While the NYSE and NASDAQ proposals and SOX have many elements in common, we focus on the explicit costs and benefits of SOX as it impacts firms' going-private decisions. We acknowledge that it is likely that the new corporate governance requirements under the exchange proposals also impact the costs and benefits of being a public firm and thus may impact the going-private decision for firms listed on those exchanges. See Klein (2003) for a detailed comparison of the timing and requirements under the exchange proposals and SOX.
in capital markets if there is trade among agents with different levels of informedness. A firm that commits to disclosure mitigates the potential for differential informedness among traders, thus reducing the liquidity premiums its shareholders expect to pay when they sell their shares.
Agency problems arise due to the separation of ownership and control; disclosure may reduce management's ability to consume agency goods (i.e., shirking or perquisites) at the expense of shareholders. Restrictions on insider trading can benefit shareholders in much the same way.
Such restrictions may have the effect of limiting liquidity premiums (which presumably arise due to the greater informedness of insiders who trade). Further, such restrictions can limit management's incentive to take inefficient actions in order to maintain high share prices in the short run (see Stein (1989) ).
Note that if entrepreneurs fully internalize the benefits of disclosure, then it is unclear why government mandates for disclosure are needed. That is, in order for legislation like SOX to be beneficial, it must be that privately chosen levels of disclosure differ from socially optimal levels. If private contracts cannot put in place sufficiently severe penalties for malfeasance, then government-mandated disclosure can lead to better outcomes. Consider, for example, a setting where a firm's CEO fails to disclose certain information that the entrepreneur had committed to disclose. Assuming bonding is imperfect, then the greatest punishment a firm's shareholders can impose using private contracts only would perhaps be firing the CEO. If this punishment is insufficiently severe, then the entrepreneur's ex ante commitment to disclose may not be credible. Limits on the punishments feasible under private contracts may therefore limit disclosure. If the legal system permits criminal and/or civil penalties to be imposed in addition to any sanctions allowable under private contracts, then firms may be better off with such regulation. As the model in Shleifer and Wolfenzon (2002) demonstrates, the ease with which a nation's legal system can impose such criminal or civil penalties is a key determinant of the extent of expropriation by corporate insiders.
To link this discussion specifically to SOX, note that the Act pairs increased reporting requirements with increased criminal penalties for willful misrepresentation. The Act also limits the ability of corporate insiders to profit from trading activity. If private contracts were unable to enforce disclosure or mitigate insider trading prior to SOX, then this legislative change could lead to increases in firm value.
Effects of SOX Compliance Costs
These potential benefits must be weighed, on a firm-by-firm basis, with the costs of complying with SOX. The business press has identified many aspects of the Act that may lead to increased costs of doing business for public firms. Our aim here is to discuss potential sources of costs that could cause firms to re-assess whether to remain public in the post-SOX period.
First, many corporate executives cite the internal control report as a key driver of costs. A survey by PriceWaterhouseCoopers 4 finds that executives believe 76% of direct SOX costs will stem from additions to internal resources, including documentation, legal requirements, policy development, self-assessment, staff training, and new tools and technology.
Second, the requirement that external auditors certify the internal control report will require more intensive audits, raising fees paid to auditors. The PWC survey reports that executives believe 24% of direct SOX costs will stem from increased need for "external assistance" in preparing financial statements.
Third, CEO and CFO certification of financial statements may divert the attention of these decision-makers from other aspects of the business. Thirty-five percent of the executives who participated in the CFO Magazine survey cited earlier estimate they will spend at least 10% of their total time on complying with SOX. This may lead to increased corporate staffing needs.
Fourth, the increased criminal and civil penalties associated with corporate malfeasance may lead managers and directors to demand higher wages in order to compensate for increased risk premiums. Directors' and Officers' Insurance premiums seem likely to rise as well.
The exact costs associated with SOX compliance, including both out-of-pocket and opportunity costs, are difficult to estimate. The survey from CFO magazine reports executive estimates of average annual SOX compliance costs to be $500,000. A more recent survey by the Financial Executive Institute of 321 public company members of varying sizes estimates the incremental annual auditor attestation fees alone to average $590,100 and initial implementation costs (including external consulting, software and other vendor charges but excluding internal employee time) to average $732,100. 5 If we capitalize the annual costs in perpetuity at a conservative 10%, these estimates suggest the total cost to a firm of complying with SOX are in excess of $5 million. 6 Note also that these cost estimates exclude the more difficult to estimate opportunity costs such as management and board member time and attention, and potential shifts in project risk evaluation.
Net Effects of SOX
The net effect of SOX on firms' public/private choices will depend on the interplay among these two effects. If SOX compliance costs exceed the increase in shareholder value arising from improved governance, then it may be efficient for the firm to change its organizational form by going private.
To illustrate algebraically, let Value
Pre-SOX public be the value of a firm as a public corporation in the pre-SOX period. By revealed preference, this quantity is greater than Value private for our sample firms, as these firms were all public prior to SOX. SOX may lead to both benefits and costs, so let 
We use the inequality in (1) to derive our main hypotheses. It is clear that any of the three parameters in this inequality -compliance cost k, value of SOX-related governance improvements b, and the net benefit of being public prior to SOX Value -are likely to vary considerably across firms. Thus, the effect of SOX on any given firm will depend on the interplay among these three effects. 7
Firms with small b are those that benefit least from the governance reforms associated with SOX. According to (1), these firms are, ceteris paribus, more likely to go private post-SOX. Following the discussion in Holmstrom and Kaplan (2003) , we argue that two groups of firms are likely to benefit least from SOX-related reforms: those that were well governed prior to SOX, and those for whom insiders' ownership stakes were relatively illiquid prior to SOX.
While "governance quality" is notoriously difficult to measure, this discussion does suggest two ways that the magnitude of insiders' ownership shares may impact the going-private decision.
Insiders with very high ownership face a high cost of consuming agency goods such as perquisites or shirking, and thus their firms may not benefit from reduction in agency costs as a result of SOX. 8 Large ownership stakes are also likely to be relatively illiquid. As noted above, SOX appears intended to make it more difficult for corporate insiders to profit from efforts to boost short-run share prices through accounting manipulations. Insiders with large ownership stakes are unlikely to be able to profit from such activity even in the absence of SOX, as it will be relatively difficult for them to sell large equity positions in response to artificially high shortrun share prices. Thus, in our empirical analysis below, we examine whether higher inside ownership is positively related to firms' post-SOX going-private decisions.
We further expect going private to be more attractive post-SOX for firms where the pre-SOX net benefit of being public is small. One way the public form of organization benefits shareholders is by providing a liquid market into which shareholders may sell. Thus, we expect the net benefit of being public is smaller for firms that are relatively thinly traded, and that these firms will be more likely to go private after SOX.
Finally, we expect going private to be more attractive post-SOX for firms where the pre-SOX net benefit of being public is small relative to SOX compliance costs. The net benefits 7 The legal and transaction costs of going private also likely affect firms' going-private decisions. These costs are one-time, rather than ongoing, but can be incorporated in the expression above as a reduction in the value of the firm as a private entity.
of being public are likely to be smallest for relatively small firms. This statement is implied by the fact that most firms go public as smaller enterprises and remain public as they grow.
As we have argued, SOX compliance costs appear to contain a substantial fixed cost, along with some other costs that are increasing with firm size. The presence of this substantial fixed cost suggests that SOX should make going private a more attractive option for relatively small firms.
Related Literature
Our paper is related to two strands of literature. First, we add to the literature on firms' goingprivate decisions by considering the effects of disclosure-regulation compliance costs on this choice. Prior work includes DeAngelo, DeAngelo and Rice (1984), Lehn and Poulsen (1989) , and Marais, Schipper and Smith (1989) . DeAngelo et al. (1984) study a sample of 81 goingprivate transactions between 1973 and 1980, and find that minority shareholders appear to benefit from such transactions. This result stands in contrast to the concern expressed by early 1980s securities regulators that such shareholders were "frozen out" in these transactions, and thereby suffered losses. DeAngelo et al. (1984) argue that minority shareholders were able to protect their interests using both voting rights and the threat of litigation. Lehn and Poulsen (1989) examine a sample of 263 going-private deals from the 1980s, and search for evidence consistent with Jensen's (1986) free-cash flow hypothesis. Under this hypothesis, going private in a leveraged recapitalization improves managerial decision-making regarding free cash flow in two ways: leverage commits management to pay free cash flow to debt-holders, and going private increases insiders' equity ownership percentages, causing managers to internalize a greater share of any agency costs. They report that firms with greater free cash flow are more likely to go private, and that shareholders earn greater premiums in going-private deals when there is more free cash flow. Marais et al. (1989) focus on the impact of going-private transactions on the value and default risk of senior securities by examining a sample of 264 firms going private from 1974 to 1985. They document positive announcement returns for public convertible securities and nonconvertible preferred stocks, minimal price effects for nonconvertible debt securities, and downgradings for debt securities after successful buyouts. They interpret their results as not supportive of the view that bond values were reduced during the going-private process.
We also add to the empirical literature on the effects of disclosure regulation. Recent work in this area focuses primarily on the effects of extensions of the 1934 Securities Exchange Act, and exploits the fact that this Act was extended to apply to different groups of firms at different times. This differential treatment allows for straightforward construction of comparison groups and aids with identification of effects of disclosure. Greenstone, Oyer and Vissing-Jorgensen (2003) , for example, study the 1964 Securities Acts Amendments, which extended the 1934 Act to cover smaller firms. They find that increased disclosure led to substantial positive cumulative abnormal returns for affected firms. As we discussed above, Bushee and Leuz (2003) examine the 1999 application of the 1934 Act to firms trading on over-the-counter bulletin boards. They report increases in liquidity for those firms that adopted the new rules, but find that nearly three-fourths of firms elected to delist rather than comply.
Sample Selection and Descriptive Analysis
The SEC defines going private as "when the company reduces the number of its shareholders to fewer than 300 and is no longer required to file reports with the SEC." We use this concept to construct our going-private sample. The exemption from filing reports with the SEC means the firm is also exempted from SOX compliance.
We restrict our sample to Rule 13e-3 going-private transactions, which are transactions initiated by affiliates of the company. We use this restriction because it yields a strict criterion for what it means to "go private," and because firms that go private under this rule must disclose complete information with the SEC in their Schedule 13E-3 and other filings. 9 Our sample is most comparable to that used in DeAngelo et al. (1984) , in which going-private transactions are also defined within Rule 13e-3.
We construct our sample by retrieving all SEC Schedule 13E-3 filings from the first quarter 9 According to the SEC's website, "The Schedule 13E-3 requires a discussion of the purposes of the transaction, any alternatives that the company considered, and whether the transaction is fair to all shareholders. The
Schedule also discloses whether and why any of its directors disagreed with the transaction or abstained from voting on the transaction and whether a majority of directors who are not company employees approved the transaction."
of 1998 through the end of January 2004. We also retrieve SEC Form 15 and Form 25 to make sure that the deal is completed. 10 As our interest is in the decision to go private, our regression sample also includes nine pending deals. We verify the nature of each transaction by reading Schedule 13E-3, the related proxy filings, and related press releases. We exclude cases in which: (i) either the issuer or the acquiror is a foreign company, (ii) the going-private firm is in bankruptcy, and (iii) the going-private firm sells its assets and then liquidates.
Our sample selection process identifies 353 going-private transactions. Table 1 shows the frequency of these transactions by quarter, according to the filing date of the initial Schedule 13E-3. The data show a substantial increase in the number of firms filing going-private documents with the SEC after the enactment of SOX. In particular, in the 18 months since SOX was passed, a total of 142 firms filed going-private forms, while just 93 filed in the 19 months prior to SOX. When we consider all quarters in Table 1 , a differences-in-means test rejects, at the 3% level, the hypothesis that the per-quarter mean number of going-private deals is the same before and after SOX. This finding is consistent with the notion that SOX is associated with an increase in the number of firms electing to go private. While this analysis does not control for overall market conditions and other factors that might impact a firm's decision to go private, we observe that most market indices displayed an increasing trend in the months since the passage of SOX, in contrast to the downward or more volatile pattern in the period just preceding SOX passage. All else equal, these market conditions would appear to provide an attractive reason for firms to stay public in the post-SOX period. We consider the effects of other firm-specific factors on the firm's decision to go private in our subsequent analyses.
Our sample covers a wide range of industries both before and after SOX, as evidenced by 19 took place before the passage of SOX. This suggests that stock market conditions might play a role in those firms' going-private decisions. As a sensitivity test, we conduct regressions that control for industry clustering among our sample firms.
The sample of 353 going-private transactions decreases markedly when we impose the data requirements for our regression analyses below. Table 3 provides details of how we arrived at our regression samples. As the table shows, nearly half of the transactions are missing accounting or stock return data. Most of the firms eliminated by the lack of data are small, and are either traded on the OTC Bulletin Board or are not traded on an established public trading market. Since our tests require sufficient data to calculate abnormal returns, our regression sample includes 182 going-private transactions for which complete accounting and returns data is available. Given our expectations about the effects of size and liquidity on the going-private decision, we expect this data constraint to work against finding an effect of SOX on going-private decisions for small firms.
The process of going private can take several forms, as firms can adopt different techniques to reduce the number of shareholders to less than 300. As discussed in some detail by DeAngelo et al. (1984) , the conventional methods are merger, tender offer, and reverse stock split. In a going-private merger, the public company usually establishes a shell company. After satisfying all conditions to merge, the shell company is merged into the public firm, and the surviving entity is typically left with only one shareholder. In a going-private tender offer, the acquirors purchase shares from other stockholders. After acquiring at least 90% of the shares, the acquirors can execute a short-form merger and go private. Tender offers can be executed by a buyout group or by the company itself ("self tender offer"). Another type of tender offer, an odd-lot tender offer, involves the company's purchase of "odd lots," lots of fewer than 100
shares. For companies with relatively few large shareholders, an odd-lot tender offer can bring the number below 300. In a going-private reverse stock split, the company typically sets up a split ratio such as 1 for 1,000 shares. Shareholders holding fractional shares after the split are required to exchange them for cash, so this form of deal eliminates small shareholders, and allows the firm to go private. Reverse stock splits require an amendment of the company's charter, so the company must prepare a proxy statement and conduct a shareholder meeting where shareholders vote on the amendment. 11 Table 4 provides a breakdown of the types of going-private transactions for our sample.
Panel A shows this breakdown for all going-private transactions, while Panel B includes only the 182 firms that are used in our regressions. Each panel is further divided according to the date a going-private proposal was first announced publicly. As in Lehn and Poulsen (1989) , the information contained in these announcements varies from expressions of interest in taking the company private to announcements that the board has approved a going-private transaction. (Note that these dates usually differ from the filing dates of Schedule 13E-3 presented in Table 1 .) We note that going-private firms increasingly use reverse stock splits rather than traditional buyouts (mergers and tender offers): nearly 13% of firms went private through reverse stock splits pre-SOX, while the percentage of firms using reverse stock splits to leave the public market nearly tripled to 37% post-SOX. We perform a binomial test and find that this difference is statistically significant (p-value < 0.01). The recent increase in reverse stock splits as a mechanism for going private may reflect companies' interest in avoiding the reporting requirements of SOX -unlike mergers and tender offers, reverse stock splits typically do not result in the company's recapitalization; instead, the result is simply the elimination of minority shareholders to reduce the total number to less than 300. 12 The reverse-stock-split firms are less likely to appear in our final sample; this is consistent with this group being comprised of smaller firms that are not traded on a major exchange. going-private firms, with a mean (median) market value of $157.48 ($37.82) million, are considerably smaller than the CRSP/Compustat firms, whose mean and median are over $2.5 billion and $175 million, respectively. Likewise, monthly share volume and share turnover (share volume/shares outstanding) are also smaller for the going-private sample than the CRSP/Compustat sample. We also find that adjusted book-to-market, measured as book value of assets divided by book assets minus book equity plus market value of equity (following Griffin and Lemmon (2000)) is larger (mean = 1.025, median = 0.995) than the CRSP/Compustat sample (mean = 0.788, median = 0.819). These statistics are broadly consistent with the notion that larger, more actively traded firms receive greater net benefits from being public.
When we compare the pre-SOX and post-SOX going-private firms, we find a number of differences. Post-SOX going-private firms tend to be smaller, whether we measure size using market value, sales, or assets, and the difference is generally significant. Post-SOX firms have a higher adjusted book-to-market and lower sales growth, which may suggest fewer growth opportunities for these firms. Free cash flow appears to be lower for the post-SOX firms, but the difference is significant only using the medians test. 13 The two trading measures, share turnover and share volume, both indicate that the post-SOX firms are less liquid than their pre-SOX counterparts. Finally, manager and director ownership, which we collect from the most recent filing prior to the going-private announcement, is significantly higher for going-private transactions that take place after SOX.
We also note that the abnormal returns to going-private announcements are positive, with a mean (median) of 25.6% (20.6%) for the pre-SOX sample, and a mean (median) of 32.4%
(19.7%) for the post-SOX sample. The returns for the pre-and post-SOX periods are not significantly different. These announcement returns are somewhat higher than the going-private announcement returns in prior research; for example, Lehn and Poulsen (1989) report a mean 13 We follow Lehn and Poulsen (1989) in constructing the free cash flow variable:
where OpInc is operating income (Compustat data13), Tax abnormal return of 16.3%.
Regression Analysis
In this section, we present the results of our regression analyses. We first examine whether the market response to SOX-passage-related events is related to firm characteristics hypothesized to relate to the net benefit of SOX. We then investigate whether the factors predicting the goingprivate decision differ pre-and post-SOX, and whether SOX-passage-related announcement returns can predict the going-private decision. Finally, we examine the stock price response to firms' going-private announcements.
Abnormal Stock Returns around the Key Events Leading to the Passage of SOX
We begin by examining cross-sectional variation in the stock price response to events that appeared to increase the likelihood of corporate-governance legislation. Several existing studies have probed valuation impacts of SOX-related events. Bhattacharya, Groznik and Haslem (2003) find no market reaction associated with the CEO and CFO certification or non-certification of financial reports required by SOX. Li, Pincus and Rego (2003) and Rezaee and Jain (2003) examine abnormal returns surrounding dates associated with events leading to the passage of SOX, noting both increases and decreases at various key event dates. Rezaee and Jain (2003) also examine cross-sectional determinants of the abnormal positive cumulative announcement returns for four key dates immediately preceding the passage of SOX. Our analysis in this section is similar in spirit to that of Rezaee and Jain (2003) . The key differences between the two analyses are our consideration of a broader time horizon of SOX-passage-related events and our inclusion of size and trading activity as independent variables hypothesized to be associated with net costs of SOX across firms. Further, while we are interested in documenting firm-level factors associated with abnormal event returns in general, we are also interested in calculating firm-level abnormal returns in order to examine the association between the SOXpassage-related event response and firms' going-private decisions in our next set of tests.
Following prior literature, we first identify the key events leading to the passage of SOX by examining press releases using Factiva. Similar to Rezaee and Jain (2003) and Li et al. (2003) ,
we identify a series of events starting from February 13, 2002, when the SEC announces that it intends to propose several rules designed to improve the financial reporting disclosure system, and ending on July 25, 2002, when Congress passes SOX. We do not consider July 30, 2002 to be a major event because once SOX is passed in Congress, presidential approval was viewed as a foregone conclusion. The timeline of corporate governance reform events we consider is listed in the appendix.
As with other event studies, we face the potential problem of other business and economic events occurring during the event period, which might make it difficult to separate the effects of SOX from other events. To increase the power of our tests, we use a set of event dates that concentrate on the key SOX-related events in the month before the final passage of SOX. We We use a multivariate regression framework to examine the cross-sectional variation in 14 We obtain similar results using identified events from February 13, 2002 through the passage of SOX.
15 Other return measures have been used to examine firm responses to market-wide regulation, including raw returns and constant-mean abnormal returns. Following Lo (2003) , we elect to use market-model abnormal returns because there were large, likely non-SOX related market movements throughout our SOX-passage event window, and these market movements are unlikely to have affected all firms equally.
abnormal announcement returns during those key dates. Our earlier discussion suggests that LogMV (log of market value) and trading variables (Turnover) may capture some of the costs and benefits of SOX, as well as the net benefits of being public. We also include several other control variables in the regression: BM (adjusted book-to-market), leverage (Lev, total liabilities deflated by assets), free cash flow (CF), accounting profitability (ROA), and stock return volatility (StdRet). The results are shown in Table 6 . Both measures of abnormal returns are positively and significantly related to the magnitude of firm size and share turnover.
Consistent with our expectations, these results suggest that smaller and less actively traded firms reacted less favorably to events increasing the likelihood of SOX passage.
Predicting Going-Private Actions
We now turn to our sample of going-private firms. Given our interest in how SOX has changed the public/private margin, we examine whether the characteristics related to the likelihood of firms going private differ in the pre-and post-SOX periods. Further, in light of our findings that abnormal stock returns around the key events leading to the passage of SOX are less favorable for smaller and less actively traded firms, a natural question is whether those announcement returns can predict the subsequent incidence of going private. If the firm-specific SOX-passagerelated announcement returns are the market's evaluation of the net effect of SOX on each firm, those announcement returns might be related to the likelihood of going private.
To test these questions, we construct a control sample of firms that do not go private, matched by four-digit SIC industry code and market value of equity in the fiscal year prior to the going-private announcement. 16 For the 136 (46) firms with trading and accounting data that go private before (after) SOX, we are able to find 132 (45) matches. Table 7 presents summary statistics for our sample firms and the control firms. Note that the SOX passage announcement returns are only available for the post-SOX going-private firms, as the pre-SOX firms were no longer trading publicly during those events.
We conduct logit regressions relating the going-private decision to firm characteristics. We 16 We match by four-digit SIC code and log of market value, where |ln(firm market value) − ln(control firm market value)| < ln(4). If a match using four-digit SIC codes is not available, we use three-digit or two-digit SIC codes. We find matches using four-digit SIC codes for 122 (43) firms in our pre-SOX (post-SOX) sample.
include variables we expect to relate to the costs and benefits of being public, such as inside ownership (MgrDirOwn) and share turnover (Turnover), and control variables. Following Lehn and Poulsen (1989) , we also include free cash flow (CF), sales growth (SalesGr), and cash taxes (Tax) as explanatory variables. These variables are intended to capture the free cash flow hypothesis, opportunities for profitable reinvestment of cash flow, and tax considerations, all of which were found by Lehn and Poulsen (1989) to help explain the likelihood of going private. We conduct the regressions on the whole sample, and also on each subperiod (preand post-SOX) to examine whether the determinants of the going-private decision appear to have changed. For the post-SOX subperiod, we also include the SOX-passage-related abnormal returns. Although our earlier discussion suggests that firm size is one of the most important predictors of the going-private decision, we do not include size in our regression, since our control firms are matched on size. As the going-private firms are on average smaller than other public firms, this will likely limit our ability to explain the going-private decision in our regressions.
In Table 8 , we present the results of the logit regressions. Parameters presented are the partial derivatives with respect to the independent variable of the probability of going private, evaluated at the medians of the other explanatory variables. Column (1) includes all firms, Column (2) includes pre-SOX firms only, and Columns (3)- (5) unreported alternate specifications, we find that the differences between pre-and post-SOX coefficients are not significant (the p-value for the difference in MgrDirOwn is 0.13).
Finally, we find that the SOX-passage-related announcement returns do not have predictive power for the going-private decision. A possible explanation for this finding is that firm-specific abnormal returns reflect not only the net effects of SOX but also the market's assessment of the likelihood the firm will choose to go private in response to SOX.
Going-Private Announcement Returns
Finally, we turn to our analysis of the abnormal stock return around the going-private announcement. The announcement returns reflect the resolution of uncertainty regarding the firm's willingness to go private, and are indicative of the expected value changes from going private. In terms of our earlier discussion, the announcement returns provide a measure of Value private − Value public . We relate the announcement return to firm characteristics intended to capture the costs and benefits of SOX and the net benefit of being public.
We use the traditional event study framework to estimate the (-1, +1) window cumulative abnormal stock returns surrounding the firm's going-private announcement. We define the event day to be the first date that a going-private proposal was announced publicly. We use an estimation period of 200 days before the going-private proposal to estimate the market model parameters. 17 Given that our firms tend to be small, we use the NASDAQ valued-weighted return as the market return. 18
Our discussion of the firm-specific costs and benefits of SOX leads us to focus our attention on size and inside ownership in these analyses. Table 9 presents our results. For ease of interpretation, we subtract the median value from each continuous variable in these regressions.
This means that the correct interpretation of, for example, the coefficient on the PostSOX indicator is the predicted difference in the pre-and post-SOX abnormal return when all continuous variables take their median values. 19 We also include an indicator variable for the form of the going-private transaction. We define MGR to equal one if the transaction is a merger, third-party tender offer, or self tender-offer, and zero otherwise. This classification reflects our earlier findings that reverse stock splits and odd-lot tender offers tend to involve smaller firms and often appear to be used simply to exempt the company from reporting requirements, rather than to recapitalize the firm.
Column (1) presents our first regression, which examines the relation between going-private announcement returns and size. We include size directly and also interacted with PostSOX, an indicator for whether the transaction was initiated after SOX. We find that the interaction of PostSOX and size is significantly negative, implying that going-private announcement returns were significantly higher for smaller firms after SOX was passed. The coefficient estimates suggest that a reduction of logMV by one (corresponding to a reduction in actual market value of about 65 percent) increases going-private announcement returns by only 1.5 percentage points before SOX, but 9.1 percentage points after. The MGR variable is also significantly positive, with the magnitude indicating that mergers and tender offers tend to produce abnormal returns that are higher by 20.8 percentage points. A possible explanation for this finding is the lack of appraisal rights in reverse stock splits; appraisal rights in the other types of transactions may have the effect of increasing the premium.
Column (2) presents a similar regression that includes manager and director ownership and its interaction with PostSOX. Our point estimates suggest that announcement returns are associated with an increase in inside ownership after the passage of SOX, but this effect is not statistically significant at conventional levels (p-value = 0.13). Point estimates indicate that a ten percentage point increase in manager and director ownership leads to a 0.02 percentage point reduction in abnormal return before SOX, but a 3.6 percentage point increase after.
These results are consistent with the notion that the value of being public post-SOX, relative to the value of being private, is lower for smaller firms and those with greater inside ownership, although the ownership result is not statistically strong.
In Columns (3)- (5), we include both size and inside ownership. The relation between announcement returns and both inside ownership and size is weakened somewhat when both variables are included, as the two variables are negatively correlated. The two variables are, however, jointly significant at the 5% level. Columns (4) and (5) include the interaction effect of size and managerial ownership, both directly and interacted with PostSOX. To interpret these interaction effects, note first that this specification allows us to assess how the derivative of announcement returns with respect to managerial ownership varies with firm size, both before and after SOX. Consider, for example, a firm in the 25th percentile of log market value (2.53).
Using the estimates in Column (4), we can compute that, before SOX, a ten percentage point increase in manager and director ownership is predicted to lead to a 2.0 percentage point decrease in abnormal return. After SOX, a ten percentage point increase in manager and director ownership leads to a 4.8 percentage point increase in abnormal return. That is, for small firms, SOX appears to have markedly increased the beneficial effect of manager and director ownership on going-private abnormal returns. The reverse conclusion holds for large firms. Consider a firm in the 75th percentile of log market value (4.88). Before SOX, a ten percentage point increase in manager and director ownership leads to a 0.2 percentage point increase in abnormal return. After SOX, a ten percentage point increase in manager and director ownership leads to a 1.3 percentage point decrease in abnormal return. For large firms, SOX does not appear to have altered the effect of manager and director ownership on going-private announcement returns. These results support the assertion of Holmstrom and Kaplan (2003) that going private post-SOX should be most attractive to small firms, and firms where managers' and directors' ownership stakes are least liquid.
In Column (5), we add sales growth and free cash flow variables, and interact these with our PostSOX indicator. Our result regarding the interaction of size and ownership is unaffected by the addition of these variables. Additionally, we find that firms with stronger sales growth and lower free cash flow receive higher going-private announcement returns before SOX. This finding is opposite that reported by Lehn and Poulsen (1989) , suggesting that Jensen's free cash flow hypothesis was less relevant for explaining going-private transactions in the early 2000s compared to the mid-1980s. We find a positive interaction between free cash flow and our PostSOX indicator.
As a robustness check, we estimated specifications similar to those in Table 9 using abnormal premiums -that is, the market-adjusted return from the date of the going-private announcement until delisting -as the dependent variable. Note that while Lehn and Poulsen (1989) conduct their analyses using raw (that is, non-market adjusted) premiums, the large market movements over our sample period suggest that abnormal premiums are likely a better measure of the value created as a result of the transaction. One difficulty with this approach in our context is the recency of our sample events. Some deals are still pending, so it is not possible to construct a premium; in other cases, CRSP data is not yet available up to the transaction date. Nonetheless, this analysis yields very similar results. 20
Conclusion
In this paper, we have examined the effect of the Sarbanes-Oxley Act of 2002 on firms' goingprivate decisions. This Act, which was passed in response to a number of high-profile financial scandals, puts in place new disclosure rules and auditing standards, and adds significantly to the penalties attached to certain forms of corporate fraud. While proponents of Act argued it was necessary to increase corporate transparency, critics focused on costs of complying with these new requirements.
In light of these new and potentially costly rules, some public firms may reconsider their choice of organizational form. Specifically, we argued that going private may be an attractive response to SOX for some firms. Applying standard economic logic, we reasoned that going private may be optimal for those firms where the SOX-induced benefits to shareholders are small, and those firms where the net benefits of being public were small even prior to SOX.
To examine these assertions, we collected a sample of firms that went private both just before and just after the passage of SOX. Our empirical analysis yielded three main findings:
(1) the quarterly frequency of going private increased modestly after the passage of SOX; (2) the abnormal returns associated with the passage of SOX were positively related to firm size and share turnover; (3) smaller firms experienced higher going-private announcement returns in the post-SOX period compared to the pre-SOX period, and this effect was especially pronounced for firms with high inside ownership.
We interpret this evidence as being broadly consistent with the notion that SOX affected firms' going-private decisions. Smaller firms are likely those where the pre-SOX net benefit of being a public corporation is small. Further, firms with large inside ownership may be those where insiders' shareholdings were relatively illiquid even before SOX. Given that one apparent aim of SOX was to make insiders' shareholdings less liquid, these are firms where the beneficial effects of the Act were relatively more muted.
In ongoing work, we are continuing to examine our sample firms, specifically those very small firms that went private in reverse-stock-split transactions. While it is instructive that there was a large increase in such deals in the post-SOX period, a careful examination of these transactions awaits additional data gathering. Examination of data from very small firms will also permit us to differentiate the effects of SOX from those of governance changes mandated by stock exchanges. While the NYSE and NASDAQ altered governance rules around the time of SOX, many smaller public firms would not be subject to these changes.
• 6/26/2002: Worldcom announces $3.8 billion of expenses were improperly booked as assets monthly stock trading volume (in hundreds). Turnover = average monthly share turnover. BM = assets/(assets − equity + market value). SalesGr = prior year sales growth. Lev = total liabilities/assets. CF = (operating income before depreciation − income tax expense + deferred taxes − dividends to preferred and common)/assets. Ret = fiscal year stock return. AR GP = cumulative abnormal return to going-private announcement, over (-1,+1) window. a, b, and c denote significant differences at the 1%, 5%, and 10% levels, respectively. AR SOXPASS = cumulative event response from July 12-26, 2002. logMV = log of firm market value. Turnover = average monthly share turnover. BM = assets/(assets − equity + market value). Lev = total liabilities/assets. CF = (operating income before depreciation − income tax expense + deferred taxes − dividends to preferred and common)/assets. StdRet = standard deviation of firm stock returns over prior year. a, b, and c denote significance of coefficients at the 1%, 5%, and 10% levels, respectively. Medians are subtracted from continuous independent variables in the regression to ease interpretation. PostSOX = 1 if announcement of going-private transaction occurred after July 30,
2002. MGR = 1 if transaction type is merger, third-party tender offer, or self tender offer; 0 if reverse stock split or odd-lot tender offer. logMV = log of firm market value. MgrDirOwn = manager and director ownership percentage prior to going-private announcement. SalesGr = prior year sales growth. CF = (operating income before depreciation − income tax expense + deferred taxes − dividends to preferred and common)/assets. a, b, and c denote significance of coefficients at the 1%, 5%, and 10% levels, respectively.
